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Ethical Issues in Federal Taxation 


The new federal tax law reduces income tax exemptions to the lowest limits ever reached. The issue 
of “spreading the federal income taxes” is being extensively debated. One social scientist expresses 
the opinion that “around this question of the ‘burden’ of taxation will develop perhaps the most seri- 


ous disturbances and conflicts in the American social and economic system of the future.” 


We here 


interpret the new tax program, and present data bearing upon many emerging issues. 


The Current Legislation 


The federal tax law just signed calls for the raising of 
about $3,553,400,000 annually over and above the rates of 
the revenue act of June, 1940, which made a beginning 
of levying taxes for defense. It is estimated that this may 
raise federal revenues to some $13,000,000,000 a year. 
Expenditures of the national government for 1942 are 
estimated very conservatively at $26,000,000,000, and may 
be considerably higher. Even if the lower figure should 
be correct, only about 50 per cent of the total federal costs 
will be met by taxation, and the remaining amount must 
be borrowed. It must be recognized at the outset that no 
ordinary standards apply to the current fiscal situation, 
and that estimates are unusually difficult even for experts 
to make. On September 23, 1941, the Office of Produc- 
tion Management estimated that the total cost of the de- 
fense program would be $66,000,000,000, if Congress 
approves the $6,000,000,000 of new “lease-lend” funds re- 
quested a few days earlier by President Roosevelt. Many 
of the contracts made will be paid after 1942. Further, 
the President has indicated that he believes “a tax bill a 
year” will be necessary because of changing conditions, 
and the Secretary of the Treasury has just recommended 
a tax on all corporate profits above six per cent on in- 
vested capital during the emergency. 

This will probably mean that taxes, a perennial subject 
of conversation among citizens, will occupy much of the 
attention of the public for many years to come. The pres- 
ent monograph must be sharply limited, and cannot pre- 
tend to do more than sum up the current legislation and 
furnish background for consideration of issues raised, and 
others likely to be raised. 

The Revenue Act of 1941 (H. R. 5417) was presented 
to the House of Representatives July 24, 1941, after the 
Ways and Means Committee and its experts, in consulta- 
tion with Treasury experts, had taken three months to 
write the bill. As signed by the President, September 20, 
1941, the measure was essentially “the Senate bill” and 
called for the raising in new money of $1,144,600,000 in 
individual income taxes ; $1,382, 100, 000 in corporation in- 


come taxes; $499,100,000 in excise taxes to be paid by 
manufacturers and wholesalers handling the commodities 
named ; $347,700,000 in miscellaneous taxes, including 
admissions ; $141,600,000 in estate taxes; $16,000,000 in 
gift taxes; and $22,300,000 in capital stock taxes. The 
new excise and miscellaneous taxes are effective October 
1, 1941; the taxes on incomes apply to 1941 income and 
are payable in 1942. 


The new law reduces income tax exemptions for single 
individuals from $800 to $750 a year, and for married 
couples from $2,000 to $1,500 a year, the lowest limits 
ever set for federal taxes. It levies a “surtax” of six per 
cent on the first $2,000 taxable in addition to the normal 
tax of four per cent, making the minimum rate ten per 
cent. (The normal tax and the surtax are figured by 
different methods.) The rates on “surtax net income” 
are graduated up to 77 per cent on incomes of $5,000,000, 
or over. The special ten per cent defense tax of 1940 is 
abolished. As compared with previous legislation for 
“old” taxpayers, the percentage of increase is greatest 
in the “lower brackets.” Also, the newcomers in the rela- 
tively low income groups are being asked to pay ten per 
cent of their net taxable income, as compared with 
nothing in federal income taxes for previous years. 


A few examples can be cited. Those given are for 
married persons with no dependents. Married persons 
with net incomes of $2,200 would have paid nothing on 
1940 income, but will now pay, according to the pub- 
lished estimates, $61.20. A married person with a net 
income of $2,500, on the basis given above, would have 
paid $11.00 on 1940 income, but will pay $90.00 on 1941 
income. Continuing, net incomes of $4,000 will be taxed 
$249.00, over against $70.40; $10,000 net incomes, 
$1,305.00 instead of $528; $20,000 net incomes, $4,614 
instead of $2,336.40; $50,000 net incomes, $20,439 in- 
stead of $14,128.40. In the very high brackets, the 
increases will be as follows for a married person, on the 
basis cited above: taxes on net incomes of $500,000 are 
increased from $330,000 to $345,084; on net incomes of 
$1,000,000 from $717,583.60 to $732,554.00. It must 
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be noted that two-thirds of the states also levy income 
taxes, and that during the past decade steep increases have 
been made in the federal rates on the incomes in the higher 
brackets. 


A proposal to compel joint returns of husband and 
wife was defeated in the House, but is to be dealt with 
later. It is discussed below. 


It is estimated that almost five million persons will be 
required to file returns for the first time because of the 
lowered exemption limits, and that the lowering of ex- 
emptions at the rates enacted will produce about 
$300,000,000 of the additional revenue sought. How- 
ever, only about 2,275,000 of these persons are expected 
actually to pay any tax and they will pay only about 
$47,000,000. Most of the new money from income taxes 
will come from “old” taxpayers. In all, 23,000,000 re- 
turns from single individuals and married couples are 
expected, of which about 13,0000,000 will be taxable. 
Treasury estimates indicate that it costs at least 50 cents 
per return for handling one with no tax payable, and at 
least $1.50 for handling a taxable return. Many returns, 
of course, require extensive auditing that is costly. The 
new law will necessitate the employment of large num- 
bers of clerks. 


The Act also provides a novelty in the form of an 
“easy computation” schedule, which may be used by 
persons with incomes up to $3,000. A taxpayer may 
choose to fill out the regular form, or use the new form. 
He may do both, and pay his tax on whichever form re- 
sults in the lower amount. The computation of income 
taxes has become so arduous a task, that Henry Morgen- 
thau, Jr., Secretary of the Treasury, strongly advised the 
“easy computation schedule,” adding that even the most 
ardent patriot is likely to “collapse under the strain” 
while going through the regular process. 


The new Revenue Act levies a surtax on corporations 
of seven per cent in addition to the normal 24 per cent, 
on net incomes of over $25,000 and one of six per 
cent on those of $25,000 or less. The normal tax on 
the smaller corporations is graduated from 15 per cent 
of the first $5,000 of net income, 17 per cent on the next 
$15,000, to 19 per cent on the remainder. 


On the taxation of “excess” profits, always a difficult 
area, involving definitions of what is average or reason- 
able, the House version of the bill prevailed. The net 
taxable amounts subject to this levy are computed with 
the years 1936-39 as the base, by either the “invested- 
capital method,” or the “average-earnings method.” 
These are technical terms defined in detail in the legis- 
lation. The Act increases the schedules of the 1940 
legislation, and requires payments of 35 per cent on ex- 
cess profits of corporations up to $20,000, graduated up- 
ward to 60 per cent of amounts over $500,000. The 
House proposed, but the Senate would not agree to, a 
special ten per cent tax on all corporations not earning 
enough profits to come under the excess profits schedule. 


Among miscellaneous and excise taxes, usually passed 
on by manufacturers and retailers to consumers, there 
are numerous items, such as a six per cent levy on local 
telephone calls, a five per cent tax on light bulbs, one of 
seven per cent on the sale of automobiles. A new de- 
parture is a $5.00 “use tax” on each automobile operated. 

The Senate eliminated a House proposal for a tax on 
sales of radio time and on billboards. The Conference 
report accepted a Senate amendment to create a joint 
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Congressional Committee to study the possibilities of re- 
ducing non-defense spending. 


Substantial increases are made in federal estate taxes, 
which now range from three per cent of the first $5,000 
taxable, after an exemption of $40,000, to 75.4 per cent 
of net taxable estates over $100,000,000, but states re- 
ceive a credit up to 16 per cent of the levy. The federal 
government thus leaves the taxation of small estates to 
the states. Federal gift taxes are continued at three- 
fourths of the comparable rates for estate taxes. (For 
an informing summary of the Act, see New York Herald 
Tribune for September 17, 1941.) 


At the Hearings—and Elsewhere 


Significant statements given in testimony at Con- 
gressional hearings, and in public discussion elsewhere, 
are digested here. Edward A. O’Neal, president of the 
American Farm Bureau Federation, suggested reducing 
exemptions to $400 for single persons and $1,000 for 
married couples. He called for increases in corporation 
rates, opposed extension of various miscellaneous taxes, 
and spoke against any extension of sales or excise taxes. 

Spokesmen of the C. I. O. wanted the income tax ex- 
emptions restored to the pre-1940 levels, favored com- 
pulsory joint returns for husband and wife, opposed sales 
taxes and asked for higher income taxes on the upper 
brackets, and higher rates on estates and gifts. An 
A. F. of L. spokesman argued in opposition to reducing 
the individual exemptions from the 1940 basis, and 
against general sales taxes, new payroll taxes, and taxes 
on sales of radio time. 

The United States Chamber of Commerce recom- 
mended a three per cent tax on all wages, salaries, divi- 
dends and interest, to be paid at the source; increased 
income taxes, including the reduction of exemptions, and 
additional sales, excise and miscellaneous taxes; also 
reduction of $2,000,000,000 in “nof-defense” government 
spending. 

The National Association of Manufacturers urged 
lowered individual income tax exemptions, and a sales 
tax. Livingston W. Houston, spokesman, believed the 
public willing to have sales taxation as “an easy way to 
pay as you go.” He also asked for reduction in non- 
defense spending. He approved the raising of the rate 
of the tax on the net incomes of corporations to 30 
per cent. 

A general “purchase tax on non-essentials,” five per 
cent on certain items, ten per cent on “luxuries,” was 
suggested by the Investment Bankers Association as an 
alternative to steep increases in income taxes. Rent, 
food and children’s clothing would be among the items 
exempt from such tax. Harcourt Amory, the spokesman, 
also recommended increases in rates on incomes from 
$2,000 to $10,000, and no increases in estate or gift taxes 
over the 1940 rates. 

The American Institute of Accountants asked for an 
end to all exemptions from individual income tax, and 
that collection of the normal tax be made at the source 
for all salaries, wages, dividends, interest, and other in- 
come. A “flat tax” of ten per cent at the source was 
recommended by the National Economy League. 


Treasury experts announced they were studying pro- 
posals to increase the rates of the social security taxes, 
and to extend the coverage to large numbers of persons 
not now under the Social Security system. 


Tl 
| of tl 
aver 
exce 
natu 
Ce 
mar! 
tax. 
D 
heac 
large 
E 
ican 
July 
whe 
resu 
| the 
to s 
incr 
| Yor 
Exe 
T 
Uni 
bets 
sing 
ac 
edit 
cust 
irre 
con 
legi 
Th 
for 
to 
rati 
in 
| “se 
Ta. 
sec 
| fen 
Fu 
ext 
Ac 
for 
not 
$3: 
at 
tw 
inc 
| ou 
gre 
inc 
an 
| au 
er 
| inc 
fie 
po 
| 


for an 
and 
source 
er in- 
was 


pro- 
taxes, 


ersons 


The People’s Lobby, Washington, argued that defense 
should be carried on “without war profits,” that much 
of the cost of the program could be raised by levies 
averaging $20,000,000,000 a year on corporation profits, 
excess profits, personal incomes and on land values and 
natural resources. 

Consumers’ Union urged compulsory joint returns for 
married couples, and a steeply graduated excess profits 
tax. 

Dr. H. M. Wriston, president of Brown University, 
heads a newly organized Citizens Committee to work for 
large reductions in non-defense spending. 

Emmett F. Connely, of Detroit, president of the Amer- 
ican Bankers Association, in an address at Baltimore, 
July 22, 1941, warned against increasing taxes to a point 
where in combination with rising living costs, they would 
result in lack of private capital to maintain and expand 
the nation’s “industrial plant.” If the government tends 
to supply capital it “would hold a first mortgage on an 
increasingly large number of enterprises,” he said. (New 
York Times, July 23, 1941.) 


Important Developments and Trends 
Exemptions For Individuals and Married Persons. 


Throughout the whole history of income taxation in the 
United States, there has never been any standard ratio 
between the exemption for married persons and that for 
single persons. There is thus no norm “to interfere with 
a compromise,” declared The Sun, New York, in an 
editorial, September 10, 1941. Compromises are the 
custom in tax legislation, when legislators face almost 
irreconcilable differences. (One of this Department’s 
consultants declared emphatically that no Congress or 
legislature had “any principles” in enacting tax laws.) 
The current ratio of “two to one” for exemptions ($1,500 
for married couples and $750 for single persons) returns 
to that of 1917 and 1918, but it has never been at this 
ratio in any other years. In 1913 it was “four to three”; 
in 1932 it was “two and a half to one”; in 1926 it was 
“seven to three.” 


Tax Exempt Securities. 


The federal government has ceased to issue tax exempt 
securities. Even the income of the special series of de- 
fense bonds, being sold in small denominations, is taxable. 
Further, numerous issues of federal securities have been 
exempt from normal income tax, but not from surtax. 
According to the Statistical Abstract of the United States 
for 1941, page 213, total federal issues, exempt from 
normal income taxes, but not from surtaxes, amounted to 
$32,990,000,000 between 1918 and 1939, compared with 
a total of $12,800,000,000 of federal securities issued be- 
tween 1913 and 1939 that were exempt from both normal 
income tax and surtax. States, cities and counties had 
outstanding additional tax exempt securities totaling 
$19,626,000,000 in 1939. 

President Roosevelt proposed, in a message to Con- 
gress, April 25, 1938, that a law be enacted taxing the 
income received from securities issued in future by states 
and by civil divisions within states. Many eminent legal 
authorities have held for some time that the federal gov- 
ernment has this power, because of the wording of the 
income tax amendment to the federal Constitution, rati- 
fied in 1913, which declared: “Congress shall have 
power to lay and collect taxes on incomes, from what- 
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ever source derived, without apportionment among the 
several states, and without regard to any census or 
enumeration.” 

Charles Evans Hughes, when Governor of New York, 
persuaded the legislature during his incumbency not to 
ratify the federal income tax amendment, because in his 
opinion it gave Congress the right to tax the income of 
securities issued by the state. But in spite of this and 
other opinion, such taxes have never been levied, and 
even today the members of Congress are divided as to 
whether to try to pass a law or to submit a constitutional 
amendment to the states for ratification. 

In 1940, however, the federal government, pursuant to 
special legislation, began taxing the salaries of all employes 
of state and local governments. The Bureau of Internal 
Revenue is also testing in the courts its right to tax the 
income from securities issued by special agencies created 
by states, for example, the New York Port Authority. 
President Roosevelt also suggested in the Message of 
April 25, 1938, that effective action be taken to subject the 
income from future federal securities to taxation by the 
states. No action has been taken by Congress on these 
proposals. 


Tax Anticipation Notes. 


The Treasury began on August 1, 1941, the issuance of 
a unique type of security, named Tax Anticipation Notes, 
available in various denominations from $25 up, which 
may be applied toward payment of income taxes beginning 
March 15, 1942, thus enabling persons to begin at once to 
budget their 1942 taxes on a monthly basis. These notes 
earn interest at specified rates, only if they are used to pay 
income taxes. The income on these Tax Anticipation 
Notes is taxable—once more illustrating how complicated 
“the tax business” has become. 


Increases In Expenditures. 


Government expenditures, national, state and local, have 
been steadily increasing, particularly during the past dec- 
ade. Dr. Mabel Newcomer of the economics faculty of 
Vassar College, in a series of lectures delivered at the 
summer session of Columbia University in 1940, stated 
that “taxes, federal, state and local, are estimated to have 
equalled four per cent of the national income in 1850, ten 
per cent in 1900, and between 20 and 25 per cent today.” 
Dr. Newcomer's interpretation, published in Taxation and 
Fiscal Policy (New York, Columbia University Press, 
1940, $1.25) goes on to indicate that federal expenditures 
represented in 1940 an increase of 878 per cent over those 
of 1915; state expenditures in 1940 were 800 per cent over 
those of 1915; disbursements of local governments in- 
creased 173 per cent in the same period. The expansion 
of state and national expenditures has tended to relieve 
local governments, which are now the beneficiaries of 
numerous grants-in-aid from states and nation. 


Who Pays the Taxes? 


Surprisingly enough, very little has been known regard- 
ing this question, which bears so mightily on all discus- 
sions, and which promises to be so critical in national 
affairs. There are many other “unknowns” in the tax 
situation, but this is certainly one of the most important. 

The Temporary National Economic Committee 
(T.N.E.C.) established by Congress, popularly known 
as the Committee investigating “monopolies” or “the con- 
centration of economic power,” published among its many 
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reports Monograph #3 entitled Who Pays The Taxes? 
(Senate Committee Print, 76th Congress, 3rd Session, 
1941; 10 cents from the Superintendent of Documents, 
Government Printing Office.) This monograph was pre- 
pared in the Industrial Economics Division of the Depart- 
ment of Commerce, and its status was that of “informa- 
tion submitted for Committee deliberation.” The letter of 
transmittal from the Department of Commerce emphasizes 
that it is “an exploratory study, the results of which must 
be regarded as tentative.” Nevertheless, the report is 
already being widely used and quoted, e.g. by Alvin H. 
Hansen, professor of political economy in Harvard Uni- 


versity, and a former president of the American Economic 
Association in his recent thorough work Fiscal Policy and 
Business Cycles (New York, W. W. Norton & Co., 1941, 
$3.75), a book that will be referred to again. Who Pays 
The Taxes? is based upon sample studies of consumer in- 
come and expenditures made by the National Resources 
Planning Board in Consumer Incomes in the United 
States, and Consumer Expenditures in the United States, 
which were studies of over 300,000 families and single in- 
dividuals, and other thorough governmental reports. The 
monograph makes a “resumé of the main results” in the 
table that follows : 


Savincs AND ALL Taxes! As PERCENT OF CoNSUMER INCOME, 1938-39 


pi Taxes as percentage of income 
Income Classes come (in State Savings as 
millions of and percentage of 
dollars) Federal _local Total income 


1 Business taxes were assumed to be shifted to consumer income. 


From this table it will be noted that persons with annual 
incomes of $5,000 to $10,000 paid 8.4 per cent of their 
income in federal taxes, while even the very lowest group, 
having incomes of less than $500, paid 7.9 per cent, and 
those in the “bracket” $500 to $1,000, paid 6.6 per cent. 
And when all taxes are considered, the “burden” of the 
lowest group was 21.9 per cent of income, and that of the 
highest was 37.8 per cent of income, while for all groups 
it was 20.2 per cent. It is well known, of course, that 
general taxes on consumption or “indirect” taxes tend to 
fall more heavily on the low income groups than on the 
high, because the latter have had more “margin” or “sur- 
plus” over and above taxes for family living and for 
savings. 

The estimated percentages of savings are also highly 
relevant. High income groups saved 38.3 per cent of in- 
come, whereas the very low income groups had losses. 
This study indicates that the low income groups have 
been feeling the “tax burden.” Dr. Newcomer in the 
work cited calls attention to the fact that tenants, rural 
and urban, pay the equivalent of property taxes when they 
pay their rents. 

Professor Hansen in the work cited makes generaliza- 
tions regarding trends in taxation, by dividing all federal, 
state and local tax revenues for 1902 through 1938, at in- 
tervals, into four categories. His summaries indicate for 
1938, property taxes in round figures of $4,745,000,000; 
income, inheritance, gift and estate taxes of $4,107,000,000 ; 
consumption taxes of $4,478,000,000; payroll taxes 
(mainly social security) of $1,502,000,000. Professor 
Hansen further generalizes: “Consumption taxes consti- 
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tuted 36 per cent of total taxes in 1913, and 33 per cent in 
1938, social security taxes excluded. Consumption and 
social security taxes together amounted to 40 per cent of 
the total in 1938.” Considering the federal taxes alone, 
Professor Hansen finds that consumption taxes (mainly 
on tobacco, liquor, motor fuel and imports) doubled in 
volume between 1930 and 1938, and were in the latter 
year the equivalent of two-thirds of the total yields from 
income, estate, gift and corporation combined. The low 
income groups are thus directly affected by federal con- 
sumption taxes and this has bearing on the issue of 
“spreading the income tax.” 


Other Important Issues 


Not all the issues that are likely to arise in discussions 
of taxation have been considered in the current Congress. 
The debates in Congress have been relatively short. Under 
the stress of the times, some legislators voted for the bills, 
even though they said publicly they were opposed to them, 
or to important portions of them. The hearings held by 
Committees bore some of the historic marks of such ses- 
sions in that there was a tendency to plead that “the other 
fellow pay.” But the hearings were also marked by much 
testimony that the country was willing as perhaps never 
before to have heavy taxation imposed upon it. 


Broadening the Base of the Federal Income Tax. 


In favor of this it is contended that it is necessary to 
make all people “tax conscious” by levying a direct tax, and 
thus spread social responsibility at a time of unprecedented 
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governmental expenditures. It is also argued that it is 
good public policy to bring many low income groups under 
the income tax law as one “anti-inflation” measure, be- 
cause recent wage increases and increases in farm income 
might result in undue demands for certain types of con- 
sumer goods, and thus tend toward an uncontrolled in- 
flation. Frequently the suggestion is made that everyone 
with income ought to be compelled to make a report, and 
pay a modest filing fee, even if no tax is due. 

The nature of this controversy can perhaps be illus- 
trated by the fact that the American Farm Bureau Feder- 
ation, and spokesmen of business interests, favored the 
lowering of the income tax exemption, while the repre- 
sentatives of the C.I.O. not only opposed any reduction 
of the 1940 exemptions but even asked for higher limits. 
One could perhaps not find a clearer instance of persons 
and institutions with property aligned on one side of an 
issue against the “newer” industrial workers, who bargain 
largely with their labor and their lives, and who are fre- 
quently tenants and not established as property owners. 


The tentative study for the T.N.E.C. on taxes and 
savings as percentages of income provides important data 
indicating that the low income people already pay rela- 
tively heavy taxes. Further, it is claimed that low in- 
come groups are much affected by increases in living costs, 
and frequently wage increases tend to be offset by price 
increases. The cost of collecting taxes on small incomes is 
also relatively high. Fully a third of all families and single 
individuals had average incomes of less than $800 in 
1935-36, according to the previously mentioned estimates 
of the National Resources Committee. Thus their total 
tax contribution is in effect “a great sacrifice,” it is held 
by those opposed to the “spread.” 


Joint or Separate Returns for Husband and Wife. 


The House Ways and Means Committee tried to make 
a case for compulsory joint returns for husband and wife, 
estimating that this step would produce about $300,000,000 
of additional revenue. However, as before indicated, the 
House voted down the proposal, and the Senate decided 
in the interest of speed to pass the main bill and try to deal 
with the whole matter in a separate measure later. The 
issue has many “angles,” only a few of which can be 
pointed out here. 

At present there are eight states in the South and West, 
known as the “community property states,” in which hus- 
band and wife divide income equally when reporting for 
tax purposes. This practice has tended to reduce taxes 
significantly for families with net income of over $3,500, 
particularly those with incomes high enough to be subject 
to surtaxes. It is estimated that families in these states 
have paid tc the federal government about $50,000,000 a 
year less in taxes than if they reported in the same manner 
as in the other states. The votes of the representatives 
of the community property states greatly influenced the 
decision in the House. 

In other states, separate returns for husband and wife 
are made, when each has separate income. The return is 
made, however, in accordance with the amount of income 
each receives, and not by equal division, as in the com- 
munity property states. Separate returns on the basis of 
source of income also tend to reduce taxes significantly for 
families with net incomes of over $3,500. 


Therefore it becomes obvious that this issue is closely 
related to the one of spreading the tax to the low income 
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groups. It was the high income groups particularly that 
lined up against compulsory joint returns, as well as the 
community property states. 

Other matters also apply. The right of separate return 
is defended vigorously by advocates of economic freedom 
for women, who contend it assists a wife in controlling 
her own property and income. 

The House Ways and Means Committee recommended 
compulsory joint returns for husband and wife if living 
together. This aroused widespread public discussion. 
Churchmen and many others raised “a moral issue,” 
claiming that such a law would tend to break up families 
by providing an inducement to separation. 

However, Secretary Morgenthau also raised “a moral 
issue,” when testifying before the Senate Finance Commit- 
tee. The Secretary contended that by permitting separate 
returns by well-to-do families, in which husband and 
wife had income, the government was penalizing other 
families in which only husband or wife had income and a 
joint return was made. The Secretary estimated that 
since 1932 about $7,500,000,000 in property had been 
transferred from one spouse to another, and that a great 
many wealthy people had taken advantage of the right of 
transfer, and had thus avoided taxes. Hence there are 
those who contend vigorously that the compulsory joint 
return really is in the interest of “tax justice,” and of 
equality of treatment of families. 

Joint returns of husband and wife have been compulsory 
in England for some years. 

Senator Walter George of Georgia, Chairman of the 
Senate Finance Committee, has announced plans for draw- 
ing up a bill which would require husband and wife in 
community property states to make returns for federal 
income taxes, in accordance with the amount of income 
received by each, and not by equal division. 


Withholding Taxes at the Source. 


Very frequently pleas are heard for universal taxes on 
income, payment to be made “at the source,” i.e., by em- 
ployers or business houses. Responsible persons appeared 
at the Congressional hearings to urge a general tax on 
all income, with a levy as high as ten per cent, to be paid 
at the source. One estimate indicated such a tax would 
yield the federal government about $7,000,000,000. A gen- 
eral ten per cent tax upon all salaries and wages large and 
small, would obviously raise grave issues of justice. Large 
incomes could obviously bear such a levy most easily. A 
relatively small universal tax, perhaps one or two per cent, 
would not be subject to the same criticisms, and proposals 
for it are being studied by Congressional and Treasury 
experts. 

Closely related to such a proposal is the one for an in- 
crease in the social security tax, particularly for unemploy- 
ment insurance, both as an anti-inflation measure, and as a 
means of providing an additional “reserve” or “cushion” 
for the “post-defense” period. 


The Taxing of Corporation Income. 


An issue very little debated recently has to do with the 
incidence of the taxes on corporations. The federal tax is 
levied on the net income of the corporation and the normal 
and surtax rates amount to 31 per cent on corporations 
with net incomes of over $25,000, with lower, graduated 
rates for those with less income. In addition, there are 
the levies on “excess profits,” previously described, and 
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on capital stock. The effect of these is described in the 
T.N.E.C. monograph, Who Pays The Taxes? as follows: 
“Corporate income, profits and capital stock taxes are 
eventually borne by stockholders, whose income would 
have been higher in the absence of such levies.” The nation 
thus compels a corporation to pay taxes from the profits 
available for stockholders, but not from the interest paid to 
bondholders, when a corporation has both bonds and 
stocks. There are interested people who make a big issue 
of this practice. They recognize that the federal govern- 
ment taxes the interest on bonds received by individuals 
through the personal income tax. But they point out that 
individuals also pay taxes on income received as dividends, 
and contend that the net effect of the established practice 
is to tax much more heavily the owner who takes risks, i.e. 
the stockholder, than the person who holds a lien and re- 
ceives a fixed income, i.e. the bondholder. The practice 
is held by these persons to be the opposite of “incentive 
taxation,” discussed in the next section. 

The National Industrial Conference Board, New York, 
reported, September 4, 1941, that 275 industrial corpora- 
tions had set aside 51.6 per cent of earnings in the first half 
of 1941 for all taxes. Total earnings, before taxes, in- 
creased 82 per cent over the same period in 1940, but net 


income, after the federal tax reserves, was only 20 per cent 
higher. 


Incentive Taxation? 


Many informed persons have been seeking for new tax 
devices that will provide “incentives” to business enter- 
prise, and thus help to build up the total economy. One 
of these favors a law providing a progressively lower tax 
on the net income ef corporations in accordance with the 
degree of “high turnover of its money.” In other words, 
he would tax a corporation with the highest turnover at 
the lowest rate. This the tax experts seem to consider 
“panacea,” or “exceedingly difficult to administer.” Others 
say this would simply penalize industries that inherently 
have low turnover. 

There are many other responsible individuals who be- 
lieve that relatively moderate rates of taxation (much 
lower than those now prevailing) of middle and high in- 
comes, and of inheritances, will be necessary in the post- 
defense period in order to restore incentives to private 
capital, and induce persons to invest and take risks, and 
thus preserve the vitality of private enterprise. Some of 
these take the position that we should return to the poli- 
cies of 1925-28, of lowering taxes on high incomes in order 
to promote investment. 

Others equally responsible and informed, who were con- 
sulted in the preparation of this monograph, feel that the 
day of the conventional role of private enterprise in busi- 
ness has already passed, that we are already in an era of 
“public capitalism” or “moderate socialization,” and that 
a new division of labor between government and private 
industry must be worked out, the government being essen- 
tially the director of this division of labor. The entire 
subject has many ramifications, leading into economic and 


social theory and practice far beyond the scope of this brief 
treatment. 


Poll Taxes. 


Poll taxes are levied within certain states but have as- 
sumed national significance. In colonial days the poll tax 
was generally accepted as just. Lately there is much evi- 
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dence that a poll tax tends to prevent certain persons from 
voting, e.g., Negroes, people on relief and others with low 
incomes. As reported in INFORMATION SERVICE for Feb- 
ruary 15, 1941, reviewing pending national legislation, bills 
have been introduced in Congress aimed to prevent any 
election official from collecting a poll tax as a prerequisite 
to voting in a national election. 


Taxation and Philanthropy. 


Can anything definite be said about probable effects of 
the new taxes on voluntary organizations? Dr. Rufus D. 
Smith, provost of New York University, said to a summer 
session audience that the pending tax legislation threat- 
ened the existence of private schools, colleges, summer 
camps, etc. “How will the middle class make up its des- 
perate cut in income?’ (New York Times, August 6, 
1941, reporting address delivered August 5.) “The new 
tax program will intensify the problems of most voluntary 
agencies,” says one of this department’s most experienced 
consultants. 

The National Resources Planning Board in its report 
on Consumer Expenditures in the U. S. estimated that in 
1935-36, 2.8 per cent of the total income of families (single 
individuals not included) was expended in the form of 
gifts to churches, other organizations and to individuals 
outside the family. More than half of the total giving to 
churches and other organizations was by families with in- 
comes of less than $2,500. The percentage estimated to 
be given by families to churches was 1.1 per cent of total 
income, a figure that comes very close to other estimates 
of total giving to churches. (See Yearbook of Aimerican 
Churches, 1941, and INFORMATION SERVICE of June 28, 
1941, on “A Compilation of Reports of Church Member- 
ship.”) These estimates are presented with the warning 
that particularly for the higher income levels they “are 
subject to a considerable margin of error.” They indicate 
very slight differences in the proportion of income devoted 
to gifts at the various income levels or “brackets.” For 
example, families with annual incomes from $1,750 to 
$2,000 gave for the purposes listed a total of 2.7 per cent 
of income, and families of over $20,000 gave 2.1 per cent. 
To churches, the families with $1,750 to $2,000 gave 1.1 
per cent, exactly the same percentage as for all the families 
studied, while those with incomes of over $20,000 reported 
gifts to churches of only .6 per cent of income. (Page 80.) 


As the Introduction to the report states, giving to 
churches and all causes by American families is at best 
“relatively modest, even in the high income brackets.” 
These estimates based on extensive sampling indicate that 
many people with low or modest incomes “give until it 
hurts,” and that giving by the fortunate families who have 
larger margins over living expenses seems to have been a 
“minor enterprise.” The reported percentage of 2.8 per 
cent of income expended for all gifts, including those to 
individuals not in the family, may be compared with 2.5 
per cent for recreation, 1.6 per cent for tobacco, and 7.0 
per cent for the automobile. See also the second article in 
this issue, page 8, on “Federal Taxes and Giving.” 


Homestead Exemption. 


This is an important issue to farmers, students of rural 
life, and others. It is sometimes argued, “if you exempt 
churches from taxation, why not exempt homes?” In 
about half the states there is homestead exemption for 
varying proportions of the value of a house. Tax experts 
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generally dislike it, thinking it complicates an already com- 

icated picture. But persons who believe some sort of 
“subsidy” of rural life is desirable or necessary, because 
of the social values involved, look for practical means of 
reducing the farmers’ tax burden. Recent visitors from 
England report that there as a war measure, taxes on farm 
land have been cancelled, the national government assum- 
ing financial responsibility for the support of local govern- 
mental services. Some such plan has already had con- 
sideration here. 


Taxation and National Policy. 


Taxes are the most important form of governmental 
revenue, but revenues are only one aspect of fiscal policy, 
and fiscal policy is only one aspect of national policy. The 
kind of tax program people favor seems to depend in large 
measure upon what they think the total national policy 
should or will be. The spokesman of the Brooklyn Cham- 
ber of Commerce appearing before the hearing conducted 
by the Senate Finance Committee, August 15, made a 
plea that Congress “maintain the distinction between a 
social revolution and the defense program.” Will such a 
distinction be made? As early as 1926, the social aims of 
taxation were very prominent. The Senate threw out of 
a revenue bill the House’s provision for federal estate 
taxes, on the ground that the House was not endeavoring 
primarily to produce revenue, but to enact a social reform. 
The House of Representatives took up the challenge, 
admitted the social aim, insisted that it was desirable to do 
some “equalizing” through estate taxes, and the House 
prevailed, although the rate schedule originally proposed 
was lowered. (See “The Federal Estate Tax” by W. J. 
Shultz in Essential Facts for Fiscal Policy, the July 1941 
number of Conference Board Reports, National Indus- 
trial Conference Board, New York.) 


Is it likely that the United States is destined to be for 
the immediate future in an era of “public enterprise,” with 
public direction of private policy, with public initiative for 
employment, for the creation of new capital, etc.? Or, will 
the United States return to a more limited conception of 
government, such as prevailed prior to the days of the 
Federal Reserve Board? Will “business and government” 
achieve a satisfactory cooperation in the post-defense 
period, or will the antagonisms of the past eight years 
continue for a long time to come? The answers one gives 
to these questions, or the guesses one makes regarding 
them, will largely determine the tax program one thinks 
necessary or desirable. A tax program at a particular time 
may also depend upon the critical necessities in which the 
leaders of a government find themselves. 


Professor Hansen envisages a probable post-defense 
federal budget of about 15 billion dollars annually of which 
only three billions will go to what have been known as 
the “ordinary” functions of government, about six billions 
to defense, and about seven billions for the “welfare” func- 
tions of government, including a variety of public improve- 
ments, social security, the farm program and all other 
public welfare functions. Professor Newcomer told her 
students in the 1940 Columbia summer session: “I can 
see no possibility of the return of government expenditures 
in the United States to the pre-depression level. In fact, 
I shall not be surprised if they never fall below this year’s 
outgo. . . . Social security has come to stay. And public 
housing will doubtless make its mark. The trend of gov- 
ernment expenditures in the long run is upward... .” 

Professor Raymond D. Thomas of the Oklahoma Agri- 
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cultural College in his presidential address before the 
Southwestern Social Science Association, quoted in our 
opening paragraph regarding the social conflicts likely to 
occur over the “burden” of taxation, concluded as follows: 
“The signposts point in the direction of continuing experi- 
mentation in adapting the institution of taxation to the 
exigencies of social change. If these adaptations are wisely 
made, it would seem reasonable to predict that taxation 
might come to be considered not a burden but the dynamic 
force of an economic and social system which seeks the 
two-fold objective of maximizing the use of our total pro- 
ductive resources and of preserving the human freedoms.” 
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Federal Taxes and Giving 


By special permission of Community Chests and Coun- 
cils, Inc., 15 E. 44th Street, New York, N. Y., we print 
below excerpts from a booklet issued September, 1941, 
entitled Federal Taxes and Community Chest Giving. The 
subject matter is, of course, of interest to educational and 
religious organizations, as well as to social agencies. The 
booklet may be purchased at 15 cents a copy. 


“Freely ye have received, freely eo _ 


“Since 1917 the federal revenue laws have set their 
blessings upon the benevolent impulses of individuals 
through providing for deduction from taxable income of 
contributions up to 15 per cent of their net taxable income. 
Deductions claimed under this provision amount each year 
to an average of about two per cent of net income. For 
1939, the latest year for which data are available, $485,- 
103,000 in deductions were claimed because of contribu- 
tions to charitable, church and educational activities. 

“In 1935 a new provision of the Revenue Act gave the 
right to corporations to make similar deductions, up to 
five per cent of their net taxable income. 

“The deduction for contributions comes after all other 
deductions have been made, and thus represents an amount 
that otherwise would have been taxable at the maximum 
surtax. The federal government encourages individuals 
to support private philanthropy by absorbing 9.6 to 78 
per cent of the cost of their gifts, and gives a similar 
impetus to corporate support of such enterprises by absorb- 
ing from 23 to 44 per cent of their gifts. 


Gifts by Individuals 


“Deductions for -contributions by individuals are gov- 
erned by Section 23 (0) of the Federal Revenue Act. 
Amounts up to 15 per cent of the taxpayer’s net taxable 


income (computed before taking credit for contributions) 
may be deducted for contributions to: 

““A corporation, trust, or community chest, fund, or 
foundation, created or organized in the United States or 
in any possession thereof or under the law of the United 
States or of any state or territory or of any possession 
of the United States, organized and operated exclusively 
for religious, charitable, scientific, literary, or educational 
purposes, or for the prevention of cruelty to children or 
animals, no part of the net earnings of which inure to the 
benefit of any private shareholder or individual, and no 
substantial part of the activities of which is carrying on 
propaganda, or otherwise attempting to influence legis- 
lation.’ 


“The net cost to an individual of a gift made under the 
foregoing provision will vary with the current tax rates, 
Under the 1940 tax rates it cost an individual with a net 
taxable income of $100,000 only $1,700 to make a contri- 
bution of $5,000. Under the increased rates for 1941 
it now costs him only $1,600 to make such a gift. Larger 
contributions could be made with proportionate ease. If 
the total of his contributions were the full 15 per cent of 
his net taxable income, as allowed by the proposed Revenue 
Act, he could make a gift of $15,000 at a net cost to him 
of only $4,850. 


Gifts by Corporations 


“While a smaller proportion of a corporate gift to a 
community chest is ‘absorbed’ by the federal government 
than is the case with some individual gifts, generosity is 
encouraged. The net cost of a $5,000 gift for a corpora- 
tion with a net taxable income of $100,000 is only $3,450 
under the 1941 tax rates, the balance of the gift ($1,550) 
representing the amount which otherwise would have 
been paid in taxes.” 


Effect of Contributions on Tax Rates—Individual Incomes 


Contribution of 5% of Net Income 
N = eer Aimee Net Cost to Contributor + Per cent Absorbed by Government 
Contribution 1941 1940 1941 1940 
$ 1,500 $ 75 $ 67.80 $ 72.00 ‘ 9.6 4.0 
2,000 100 90. .00 9.6 4.0 
3,000 150 131.10 144.00 12.6 4.0 
4,000 200 174.80 192.00 12.6 4.0 
5,000 250 208.50 229.00 16.6 8.4 
6,000 300 250.20 273.00 16.6 4 
8,000 400 317.60 358.00 20.6 10.6 
10,000 500 377.00 434.00 24.6 12.8 
20,000 1,000 580.00 725.00 42.0 27.5 
30,000 1,500 735.00 939.00 51.0 37.4 
40,000 2,000 860. 1,120.00 57.0 44.0 
50,000 2,500 1,025.00 1,290.00 59.0 48.4 
000 3,000 1,170.00 1,416.00 61.0 52.8 
70,000 3,500 1,295.00 1,536.50 63.0 56.1 
80,000 4,000 1,400.00 1,624.00 65.0 59.4 
90,000 4,500 1,485.00 1,678.50 67.0 62.7 
100,000 5,000 1,600.00 1,700.00 68.0 66.0 
150,000 7,500 2,325.00 2,385.00 69.0 68.2 
200,000 10,000 3,000.00 3,240.00 70.0 67.6 
250,000 12,500 3,625.00 3,825.00 71.0 69.4 
300,000 15,000 4,050.00 4,320.00 73.0 71.2 
400,000 20,000 5,000.00 5,400.00 75.0 73.0 
500,000 25,000 6,000.00 6,300.00 76.0 74.8 
750,000 37,500 8,625.00 8,775.00 77.0 76.6 
1,000,000 50,000 11,000.00 10,800.00 78.0 78.0 


* Before deducting contributions but after making all other deductions, including personal exemption and credit for dependents. 4 
+ That portion of the gross contribution which otherwise would have been paid as income tax if the contribution had not been made. This 


computation assumes that the total taxable income is subject to normal tax as well as to surtax (and defense tax for 1940) and that 


no long term capital gains or losses are included. 
Printed in U. S. A. 
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